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UNITED STATES COURL OF APPEALS 


Docket No. 75-7503 


This stockholders’ action, brought derivatively on 


defendant Chemical Fund, Inc. ("Fund"), was tried 


beheif o 
without a jury before Hon. Robert L. Carter, United States 
District Judge, on December 16-18, 1974. Plaintiff appeals 
from a judgment entered in the District Court for the 
Southern District of New York on August 1 1975, dismissing 


the complaint. 
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Pursuant to direction of the Court, the trial of the 
action was confined in the first instance solel 
issue of liability. (Tr. 284-85). 


>ise of a business judgment, deter- 
mined not to require recapture, defen .nts were not liable 
under the federal securities laws or at common law. 
2. Did defendants adequately disclose in the 
Fund's proxy statements and other reports filed with 


the Securities and Exchange Commission and distributed 
to investors that excess brokerage commissions were 


being applied for the benefit of the Fund's investment 
adviser and principal underwrfter which, at all ‘imes, 
could have been recaptured and applied for the benefit 
of the Fund? 
The court below did not squarely address 
having held that i was sufficient that the 
Fund allocated 
.rd parties as 
research and statistical 
as a matter of policy, 
orate ant ¢ its iviser as 
The aR ww a 1ot advert to the 
prospectuses, proxy statements and other 
by the Pund uniformly failed to note (i) that 
the failure to recapture resulted in substantial profits to 
the Fund's investment adviser and principal underwriter and 


(ii) that it was not necessary (at least prior to the aboli- 


tion of "give-ups" in December 1968) for the captive broker 


to participate in any way in the execution of Fund portfolio 


transactions in order to effect recapture for the Fund's 
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Altho’ zh e lawsuits have been numero idicial deci- 
sions have been relatively sparse, many such actions 
having resulted in court-approved settlements. See, 2.g., 


v. Chalker, S59 F.R.D.. 


Kurach v. Weissman, 49 F.R.D. 304 (S 
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Court has not previously ruled on th 
to recapture portfolio brokerage comm_ssions, 
this Court heard argument 
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n the issues 


tional members of registered 


securities exchanges, so radically altered the environment 


pressing iscue. There remains, however, tne question of 


anagement s liability for practices that originated in the 
1960's hvu hi} -_ lionne of — cio doll —s ee could 
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have been recovered for the fund were instead applied by 


anagement for its enefit 
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r ous 4 ] m part rom successful invest 
nt perf i € alsc substantial easure r sa 
f w f aré 2egardless of the our f that rowt 
the i re e in total ssets sparked a dramatic increase i 
the size and frequency of portfol ransact ; whi 


turn resulted in the payment of substantial sums to stock 
brokerage firms as fees for the execution of these trans- 
actions. Under rules adopted and implemented by all securi 
ties exchanges until 1971 mutual funds were compelled to pay 
a fixed minimum commission to the executing broker regard- 
less of the magnitude of the transaction or the willingness 
of the broker to rebate a portion of the commission to the 


fund. Because the minimum commission on large transactions 
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uting the transaction, brokers were more than willing 


to surrender a substantial rtion of the com ss lb at th 
direction of the fund's manager in order to assure them- 
selves additional busine 1 the future. 
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sometimes referred to as 


form of currencv that coulx e transferred by, and used to 
purchase benefits for cho who exercised control over the 
allocation of the commissi That control almost invaria- 
bly rested with the manager of the fund, since the manager, 
under its contracts with the fund ypically had € power 


to determine where, when and how these dollars would be usec 


Until the SEC and the ts began to look more closely at 
the practices of mutual fund managers, these excess dollars 


were rarely used for the benefit of the fund, even though 
the fund's portfolio transactions had generated the 
commissions. Instead, fund managers allocated these trans- 
actions among executing brokers in ways that would permit 
the manager to utilize excess commission dollars for their 


own benefit. 


Typical of the practices that developed was the 


manager of “reciprocals" and "give-up 


he admit F these practices was to compensate 


oan 


2cip Ss these 


soft" dollars for services 
the fund shares to new investors and 
which bore no relation 
portfolio transaction its More- 
ase, these services were ones which 
ed under its contracts 
and the allocation 
dad fund assets 


ligation of the manager. In short, 


the 
" M4 " 


and "give-ups", techniques which 


by the defendants in this action until 


scribed 


action, provided a classic opportunity 
self-dealing é the expense of and its investors. 


diversion o oft" commission 


executing brokers for reasons 


the particular portfolio transaction gradually 


attracted the attention of the SEC. In its Report on the 


Public Policy Implications of Investment Company Growth, H. 


The mechanics of these practices are described at pages 
22-25. 


the Commission declared (p. 172) that the use of give-ups 


and reciprocals to reward brokers and dealers o sold Fund 
é 
shares 1ile beneficial to fund managers, was detrimental 


to the fi.nds themselves and their shareholders. 


Even before the issuance of the PPI Report some 
und managers ad begun to take steps to "recapture" exces 
commission dollars for the | efit of fund investors a 
fFormin rokerage subsidiari 1ich joined the Pa ae | 
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Coast Stock Exchange and (1 rediting the profits of the 
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recapture. The PPI Report's condemnation of give-ups and 


reciprocals as benefitting fund managers to th® detriment 
of the fund provided a strong impetus to fund managers to 
exhaust available methods of recapture or face the prospect | 


of liability to the fund and its investors. 


Although not all funds were in a position to recap- 
ture "soft" commission dollars - generally because neither 
the fund nor its manager was a member of any exchange or of 


the National Association of Securities Dealers, Inc. 


("NASD") - recapture was freely available to those funds, 


Fund, whose manager, directly or 
ompany, was already engaged in the 
In fact, a number of funds - through 
affiliates - had long been recapturing 
ollars arising from fund portfolio 
by receiving some portion of c commissions 


execution 


against the adviso 


held that, where recapture of excess 


freely available" 


defendants 
to recapture could be immunized under the “busi- 
less judgment" rule, notwithstanding the finding of the trial 
court that "the directors believed that Fund's awards of 
give-ups to brokers who sold its shares to the public 
enhanced its sales". On appeal, the defendants had argued 


that “if recapture was in fact practical, the directors still 


had a right to choose between recapture of give-ups for 


recapture techniques were freel 
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because the parent of the fund manager invoived has at all 
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imes been a member firm of the New York Stock Exchange 


In addition, in Moses v. Burgin, supra, the Court held 
that the charter of the fund (which is almost identical 
in its relevant parts to the certificate of incorporation 
of Chemical Fund) required the fund to recapture all 
available brokerage commissions. 445 F. 2d at 374. 
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Second, although the directors of 
aware that the failure to effect recap- 
eaveral million dollars in recapturable 
applied for the benefit of the fund 
no steps tc protect the interest of the 
Lthough the Fund prospec- 
nvestors were induced to pirchase Furd 
proxy statements (by 
approve the advisory and underwriting contracts 
indicated t brokerage 
9kers for reciprocal purpo 
filiate would not be uss an execut- 
ycuments never disciosed that por- 


brokers 


9) that portions of these commissions 


recaptured for the Fund i (c) that failure to recapture 


permitted these commissions to be diverte the Fund 
and applied for the benefit of the Fund's manager. For 
these reasons the judgment below should be reversed, and 


judgment entered for plaintiff. 
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s80a-l, et seq.), the Securities Exchange Act of 1934 (15 


U.S.C. §78a, et seq.) and the Securities Act of 
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) and rules and regulations thereunder. 
The jurisdiction of this Court over the subject matter of 


the action is expressly conferred by each of the foregoing 


Acts. 
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A. The Fund 


The Fund is a Delaware corporation and is named 


It is, and at ali times 
Investment 


nent company, 


ibutors, 


been 


with respect to 
supervised the 


the Fund's 


Directors. (A-28, ix) 


Pursuant to paragraphs 2, 3 and 5 of the Manage- 


ment Agreement in effect in each year since January 1, 1965, 


M&D_ is, and has been, obligated to provide all research and 


statistical services to the Fund at its own cost. (Exh. 79) 


In its role as distributor (or "principal under- 
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ness as a broker and dealer in the purchase and sale of 


securities. From prior to January 1965, and until 


— 


November 1, 1969, the predecessor partnership was a member 


firm of the NYSE and the NASD. In 1968 it became a member 
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Give-ups 

From January 1, 1965 through December L of 
srokers who executed portfolio transactions were directed 
the Pund, on the instructions of M&D, to give up a portion 


of their commissions for executing portfolio transactions to 


brokers and dealers who performed no services in 1e@ execu- 


tion of such portfolio transactions. (A-34, xxiv-xxvi; 


ee 


Tr. 96-97) Such "give-ups" were directed as additional 
fompensat1o > brokers and dealers for services rendered 
to M&D ches in the sale of Fund shares or in pr iding M&D 
7ith tical and research services wit na 
charg? therefor. (A-35, XXv1) These "give-ups", n each 
he years 1965 through 1 * € eeded the amounts bel 
indicated (A-35, xxvii): 

YEAR AMOUNT 

1965 S 81,686 

1 96€ 136,200 

L9€ 214,60 

1968 246 ,60( 

Z. Reciprocals 


From January 1, 1965, through July 15, 1973,**% 


portfolio transactions were allocated by M&D to executing 


okers as a reward for the sale of Fund shares. A-34 


XX1ii) During that period the commissions paid by the Fund 


k* 


As of December 5, 1968, "give-ups" were abolished by 
amendments to stock exchange ules. (A-35, xxvi) 


As of July 15, 1973, the NASD adopted a rule mandating 
that sales of fund shares not be considered a qualifying 
or disqualifying factor in the allocation of portfolio 
transactions. (A-34, xxiii) 
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AMOUNT. 


S271, 910 
CH doo J iho 
510, 346 
430,150 
363,036 
462,613 


statistical services rendered 


id by the Fund in connec 


Issues Presented 


Plaintiff's claims arise from defendants' failure 


During 1971 and 1972 over 98% of the Fund's portfolio 
brokerage in each year was allocated as "reciprocals" to 
brokers who sold Fund shares or supplied statistical and 
research information. (A-38, xxxv and x-xvi) 
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During the relevant period (January 1, 1965 
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rtfol itie mn nati aj ana eg yal secur é 
exchanges A-33, xx and xx1) These transactions were 
typicaliy executed on the Fund's 1al i kKers € 
member firms of these exchanges, and the Fund paid these 
brokers commissions determined by the minimum rate schedul 
established by the exchanges (A-35, xxv ; Tr. 41-42) (See 


cnart at ps iS.. 

So lucrative was the Fund's portfolio business t 
brokers who were permitted to execute these transactions 
that most of them were willing to “give up" to other broke 
a major portion of the commissions paid them by the Fund 1 
order to obtain additional orders. (A-34, xxliv-xxvii; Tr. 
100) Prior to December 5, 1968, at the behest of the Fund 


manager, executing brokers were directed to, and did, give 


up substantial portions of their commissions to other brok 


rs 


n 


i 


's 


ers 


had not participated in the execution but had assisted 


~he uinager in the sale of Fund shares (A-35, xxvi and 
$ bis Pe 035; .85;: 86) The cost of execution was so low in 
rela on to ie minimum commissions specified by the 
= ange that rokers were ro nely willir to give up as 
ha } or ther missions to non-participating brokers 
BEXNnS 145-157 Pes 33. 2 92h 
Intil July 15, 1973, brokers who ad ( a isted 
n the sale of Fund shares or (ii) rendered research and 
tatist services fo) were permitted execute ort- 
folic tr ac ri si E 2S. - +, i) They wouid fre- 
quenti i A keep all the Fund commissions they 
ecelived a compensation for those ervices, despite the 
fact that € repared Jive uy ,ortion of these 
commissions at the direction M&D. These commissions were 
referred to as "reciprocals" (A-34, xxiii), and the amounts 


paid to such brokers during the vant period were substan- 
tial. (A-37, xXxXxXii and xxxiv) (See charts at pp. 20-21.) 
Until December 5, 1968, the portion of the Fund 
portfolio commissions paid to brokers for services other than 
execution could have been recaptured for the benefit of the 


Fund through the "give-up" mechanism. That mechanism 


involved little more than bookkeeping entries. If the 
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Ke 
or other services and who had been selected by M&D as 
execut roker for that reason would retain the full 
missi = artly ror exec i , YU a}: L r al =| 
€ I al statist al 5E I ces. (Exheg 145 7 i IS 
1? \ 
2 
Prior to Decembe- 5, 1968, virtually every dollar 


of portfolio commissions was utilized by M&D for jive-up 
or "reciprocal" purposes. (compare A-34, xx1i with A 
xxVii, and A-37, xxxii and xxxiv) By merely directing that 
those portions of the commissions not needed to compensate 

the broker for execution be "given up" to Eberstadt for the 


benefit of the Fund, the Fund could have recovered substan- 


tially all of the excess dollars, without any participation 


a ee 


aa 


After December 5, 1968, and until July 15, 1973, though 
executing brokers continued to be selected for "reciprocal" 
purposes (A-34, xxiii), the "give-up" mechanism was no 

longer available (A-35, xxvi). Other recapture methods, 
however, continued to be available and should have been 
utilized to recover excess commission dollars for the 
benefit of the Fund. See p. 30. 


At the trial the Court elicited the testimony that give- 
ups were used as a practical matter to compensate non- 
executing brokers who had "performed some service for the 
management" . (Tr. 98) (Emphasis added) 


=. 


} Yr 
I po! m tal 2] 2 
Y i t + 5 
stri sy t lance 3 tC ; 
ne ti a] t ] sie es r 
ecti anager, pa e dealers additional 
,ens Y 4 he expensés tne na n ct ror 
€ is e PI i . A, “i -3° = 1 
ed that under its Distrib on Agreement : nd, 
M&D a bl jate i pe ait = en C ne 
omotion and sale of Fund shares (Exh. 337 E : Bis= 
tributi greement, pa! C) [ tn¢ shat se 
expenses were paid with commission doliars belonging to t 
k 1, M&D 24S ak to redu the expense t was con = 
1a1] bligated to pay out of its own pocket in connectiol 
with such sales. It thereby breached the terms of its Dis- 


tribution Agreement with the Funda. 

M&D also benefited in another manner from 1ts 
ability to channel give-ups and reciprocals to selected 
brokers. Under the terms of its Management Agreement with 
the Fund M&D was obligated to provide, at its own expense, 


research and statistical services to the Fund. (Exhs. ll- 


bo 
\O 
W 
W 
53) 
Pa 
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Management Agreemcen., paras. 2; 3 and 5) 
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Ss ld : d to a large extent were, prc 
ied s not affiliated wit the Fund wi 9h 
E of ¢ cuti rtz 10 transactl 3 A-34, 
) The were compensated for these resear ch ar stat 
0. r res th excess commission dollars that belonged 
e| 1 a 9een recaptured r the benefi 
ne d B aying these excess a sllar te I br I 
e- nd reciprocal &.D re 1 
= é j ent agres r } t } 
* rc! | st a 5€ ¢ é 
n r such ser ce W n the rather t 
s oO issets 
, pect ly si Le; (EGE 1e reaso! et f 
l that efendant an unequivocal legal ty as 
2 : 4use excess c¢ ssi io] tO «(be ecap 
red fo -he ber it of : IO § a e applied for 
t ir own ben t and (b) retent n of their LlLicit rofits 
cannot be istified on the basis of an alleged good faith 


business 


judgment. We 


course of conduc 


t might 


otherwise be 


their 


failure 


of “business 


judoment", 


to 


disclose 


material facts concerning the Fund's ability to recapture in 


documents filed with the SEC and distributed to Fund investors 


renders them liable to the Fund for such profits. 


ee 


NG THE FUND TO FOREGO RECAPTURE 


SION DOLLARS WHICH WERE FREELY 


I. BY 
OF EXCESS COMMI: 
LABLE TO THE FUND, DEFENDANTS BREACHED THE” 
FIDUCIARY DU ‘UND THE FUND'S 


J TO THE FUND, BREACHED THE FUND'S 
MANAGEMENT AND DISTRIBUTION AGREEMENTS WITH M&D, 


AND VIOLATED PROVISIONS OF THE FUND'S CERTIFI- 
CATE OF INCORPORATI 
A Lecayr ) C ns reel 1ilabl to the 
i nd 
L ke ie fac itu 1 presented ir oses 
Burgin and in Fogel v. Chestnutt* there is no dispuce 
——-—. —— ee > 


that recapture of excess commissions paid by the Fund on 
portfolio business, at least prior to December 5, 1968, was 
at all times freely available for the benefit of the Fund. 

It has been stipulated that Eberstadt, parent of 
the Fund's manager, M&D, has since January 1, 1965, been a 
bona fide member of the NYSE, the AMEX (since 1968) and the 
NASD. (A-29, x) By reason of these memberships the Fund at 
all relevant times could have recaptured commissions through 
a variety of recognized, lawful and accepted techniques. 


It has also been stipulated in this action as 


follows: 


* An appeal from a judgment of dismissal in that action was 
argued before a panel of this Court on September 22, 1975 
(Cal. No. 74-2582). 


a) 


ana certain 


aware 
exchanges, (b) they knew, or 
to know, that excess commissions could be returned to tl 
fund without violating the rules of these exchanges and 


at least prior to December 5, 1968, recapture did not 


require any participation by Eberstadt in the execution 


ortfolio transactions. During that period, therefore, 


excess commissions were "freely available" within the 
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(c) 


Of 


c 


to becon i membe >f hose exchange 
members of the NASD, 
December 5, 1968) an 
commissions thereafter so-called "preferred 
bership"). (Tr. 206-207) I rstadt or M&D 
itted to participate in these portfolio trans- 
profits could have been applied, in who 
credit against the management fee being p 
, XxXix, xxx) Although recapture after December 
would have required some involvement by Eberstadt 
and M&D, excess commissions could have been recaptured during 
that period. 


B. By failing to effect recapture, defendants breached their 
fiduciary duty to the Fund. 


In support of her position plaintiff relies on the 


principle enunciated by the First Circuit in Moses v. Burgin, 


ra, th lefendan.:, as fiduciaries, have an unequivocal 

legal duty to recapture for the Fund commissions which are 
ind were “freely available." 

During the "give-up" period, i.e., prior to 
December 5, 1968, commissions paid as "“give-ups" and sub- 
Stantial portions of the commissions paid as "reciprocals" 
were freely available to the Fund wit.scut any participation 
whatsoever by Eberstadt or M&D in the execution of Fund port- 
folio transactions. 

Aiter December 5, 1968, a variciy of recapture 
te “niques were still available, though participation in 
some way by Eberstadt or M&D would have been necessary. 
Defendants’ liability during this latter period is predicated 
on their unlawful use of the Fund's assets to discharge M&D‘s 
contractual obligations to the Fund under -.e Management and 


Distribution Agreements. 


1. The District Court misread and misapplied 
Moses v. Burgin. 


Although the material facts underlying plaintiff's 
claim were largely undisputed, the District court dismissed 
the complaint after trial. The court pointed out that the 
Moses v. Burgin formulation had not been adopted in this 
Circuit and, noting that the SEC had "fully retreated from 


its proposed Rule 10b-10 and at least in part from its 


atin 


* We do not concur, however, with the court's statement that 
in Fogel v. Chestnutt, 383 F. Supp. 914 (S.D.N.Y. 1974), 


Judge Wyatt found the Burgin decision “unpersuasive". On 
the contrary, Judge Wyatt adopted without question the 
proposition urged by plaintiff in this case: "The prin- 
ciple is accepted that defendants were under a duty by all 
proper means to secure for Fund the return of excess 
brokerage commissions." 383 F. Supp. at 920. 


ow made much of the i 
als focused extensiv 
disclosed the 
unaffiliated director 
rer (Crosby) defended 
rs, that recapture was 
since there was 
tainty thé there w y ‘awful means of eff 
Crosby, though an NASD member, was not a member of any 
exchange, and it was not clear that recapture was possible 
at all unless the broker-affiliate of the fund became an 
exchange iember. Following commencement of the Burgin actior 
in December 1967, however, Crosby received concrete inforna 
tion from several exchanges that recapture via a non-member 
broker-affiliate was permissible so long as the affiliate was 
an NASD member. 445 F. 2d 379-381. Even though there was 
room for bona fide doubt prior to 1968 as to whether or nm 
recapture was “freely avaiiable", the Court held Crosby and 
the other management defendants liable to the fund on the 


ground that they had failed to disclose to the fund's 


unaffiliated directors tha* recapture was a possibility. In 


contrast to Burgin, no doubt concerning the availability of 


recapture could, or dia, exist in this case, since recapture 
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has it all times been freely available to the Fund. 


Ba The SEC has not retreated from its positiol n 


recapture. 


The District Court erred not only in its narro 


reading c£ the Burgin decision but also in its conclusion 
that the fiduciary principle articulated in that decision nec 
longer has vitality (The c t did not addres tself to the 
fact that the ents tnlis se overlap chronol t é 
Burgin.) Siting "development Since Burgin" (A-€ A-78, 

8 sie ES District Court serts Lthout: justifica- 
ELON, e submit - that the SE las retreated r t revi- 

sly stated position that a il anager has 

iG + we MHL1lga on to reca & ,) S1Or of ae aA 
ossible, for the benefit of the fund. (A-64 
at e-ups" and "re yrocals" were s he 

ircificially high levels of commissions on stock transactions 
which resulted from the fixed minimum commission rate struc 


ture that prevailed for over a century on the nation's sec- 
urities exchanges. The development of the SEC's position on 
recapture is inextricably intertwined with the evolution of 
its policy toward fixed ccmmissions. 

A portion of the relevant history is spelled out 
in Independent Broker-Dealer T. Ass'n. v. SEC, 442 F. 2d 


I32, 135-136 (D.C. Cir. 1971). 
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The Court capsulized in its opinion the nature of the SEC's 
"e} 
"Give-ups, among other practices, posed 
Lems of conflict of interest if not out- 
ae olation of fiduciary duty by managers 
f mutual funds. Give-ups also highlighted a 
serious question of whether a rigid minimum 
rate structure, such as the NYSE's could be 
considered reasonable, if brokers were willing 
surrender a large part of their commissions." 
G&ac f dq at L 35 
On July 3, 1966, the Commission wrote to all national 
securities exchanges and the NASD expressing its concern 
ver the give-up problem. In the PPI Report, the Commission 


spelled out at length its concern that give-ups were being 
ised in ways that were detrimental to the interests of fund 


shareholders and recommended that the exchanges abolish 


The first significant response to the SEC's 
recommendation was a letter dated January 2, 1968, from 
Robert W. Haack, then president of the NYSE, to NYSE members. 
The letter recommended, among other things, the institution 
of volume discounts in the commission rate schedule but 
retention of customer-directed give-ups. The letter further 
stated that these proposals had been submitted to the SEC 


for its consideration. 442 Ff. 2d at: 136. 


* H.R. Rep. No. 2337, 89th Cong., 2d Sess. 172, 185-186 (1966). 


- 
In January 26, 1968, the Commissior =} Li tts 
Release No 8239, ch (a) announced e submission of the 
NYSE proposal 1 (b) stated that it had | ns ra- 
tion the adoption of proposed Rule 10b-10 under the Securi- 
ties Exchange Act of 1934.% The release contains an exten- 
Sive discussion of the relationship of give-ups and related 
brokerage practices to the imum ct ssl a structure 
the exchangs nd spells the SEC's concern while 
che se ractices d substant Vole ed the t o£ 
com sions r l by exec ys brokers, t 
relatively little impact or © on the co Ss ns actuall 
i1c by public investors who invest in se rities through 
itual 1ds and other institutional medi n contrast tc 
t NYSE pro,osals, which w have permi a the continua 
fe) £ give-ups, the n p sIosed the adoption of 
Rule 10b-10, which would have prohibited give-ups and related 
practices unless the benefits derived from these practices 


accrued to the 


rule 


Fund's shareholders. 


"The reasoning on which 
is based is that if, 


the 


proposed 


as pointed out 
eS ee 


above, a mutual fund manager has various 


means at his disposal to recapture for the 


Sec. Exch. A 


ct Release No. 8234 


(Jan. 


26, 


1968) (Exh. 89); 


(1967-1969 Transfer Binder) CCH Fed. Sec. L. Rep. 477, 


523. 


letter of January 2, 


1968. 


The release contains the full text of the Yaack 


> under 


their beneficiaries to receive tangible 
in the form of reduction of the charges now 


s 


borne Ae. them The proposed rule is bottomed 


missions to obtain benefits for himsel® uncer 
ese circumstances, his ¢ conduct would appear 


on premise that when a f1 fiduciary uses com- 


ate tt SAE 
violate e applicable antifrauc 1 pr ovisions of 


ecurities Exchende Act 4 of 1S 34 and the 


-me: Act « of 1 1940 as \ well as 
Section “17 (e) ms —o Investment Company Act, 


_in view of the obscure and often 


in which rnis i accomplished 


The propose d rule would } opted oarsuent to 
Seccions 10(b) and 15(c pat (2) of the 
Securities Exchance Act « 34, Sections 206 
(4) and 21l(a) of the Investment Advisers Act 
of 1940 and Sections 17(e) and 38(a) of the 
Investment Company Act." (Emphasis added.) 


On May 28, 1968, following receipt of comments on 
the NYSE and SEC proposals, the Commission issued an order 


directing a public hearing and investigation on several 


subjects, including "“give-ups and reciprocal practices among 


different categories of members and non-members." 442 F. 2d 


at 136. Negotiations then ensued between the NYSE and the 


Fe 


issi rate schedule and the abolit 3 I 
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The EC nt ed to ere its | 10! 
rec re nr th the ear] 1970' I Matter Of rovigent 
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‘ul 5 ange Act and Se 7 | 1 n t 
143 I c t Fi ae ie Com File cu 
sS_v. Moses ¢ C + eS6:: tS. ee t r 
recapture 
Following the Burgin decision in June 1971, which 
placed a judicial imprimatur on the SEC's oft-stated view 


that a fund manager cannot utilize excess commissions for 


* It is noteworthy that ;roposed Rule 10b-10 would not have 
abolished all customer-directed give-ups but only those 
not recovered for the benefit of fund investors. See 
Mutual Funds and Independent Directors: Can Moses Lead tc 
Better Business Judgment? 1972 Duke L.G. 429, 447 (fn. 
127) . 


as Ss 


( é the SEC began to turn its attentio! ore 
yrcefully to the cause rather than the symptom, of “give- 
s I rocals", namely, the nigh level of brokerage 
mmissiot! I ultin rom an absence of competition. 
Thereafter, in a series of steps that commenced with the 
-roduction of 1 otiated rates on large transactions in 
L971 a Iminat th the elimination < init 
nis s l é this year, the SEC has jraduali 
proug bout pr competitio in the sé rities indi stry. 
See Sec. Exch. Act Release No- 11, 203 (January 23, 1975); 
1975 CCH Fed. Sec. L. Rep. 480, 067. By compelling a reduc- 


tion in portfolio commissions to a fair and ceasonable level, 


the SEC has substantially lowered the cost of portfolio 
4 


brokerage to the fund and brought about a form of automatic 


recapture. Thus, contrary to the conclusion of the court 


oy 
cc) 
a 
2) 
ct 


he SEC has not "retreated" from its position on 
recapture, instead it has eliminated the peculiar circum- 


stance (viz., excessively high commissions on portfolio 


transactions) that made recapture a necessary practice to 


protect the interest of fund shareholders. 


3. Defendants' failure to recapture constituted 
flagrant self-dealing. 


$$$ ctl 


Although the District Court acknowledged that the 


opportunity for self-dealing by the defendants was great 
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encapsulate 


the District 


vion the provisions of the Inv ment Company Act and the 


substantial body of decisional law that make it unlawful for 


the managers of a fund to use the shareholders' property £oxr 
J PIrofE y 


* In fact, the disclosure to the shareholders fell far short 


of the requirements of the federal securities laws. See 
Point II, infra. 


stment aavi 


"Section 1(b) of the Act, 15 
80a-l(b), in effect codifies tne 
obligations placed upon officers and 
directors of investment companies." 


And in Brown v. Bullock, 194 F. Supp. 207, 234 


LSGL), att mr. 20 445 (sd Cis. £961),,, the. Court saids 


"The Act, section 1(b) (2), explicitly 
declares that one of its purposes is to 
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luciary duty 


a fund with respect to compensat 
At least one district court has hel that 
to recapture commissions would under some cir- 


cumstances be remediable under that subsectior See 


Frankel v. Hyde, CCH Fed. Sec. L. Rep. 9494, 486 (S.D.N.Y. 


974). 


, Supra) 


substantial total operating 


paid each year by the use of "give-ups" and 


procals", which represented assets of the Fund and 


which could have been recaptured for the benefit of the 


Fund's shareholders. Instead, in dicect 


violation of the 


provisions of the Funu's management and distribution agree- 


ments defendants caused a substzntial portion of M&D's 
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T! effect f this arrangement was to use 


rage to pay Pennsylvania's selling 
r reasons previ¢ 5] state 
t t i Pennsvlvania to recel a 
al c ensation in return for the allocati¢ 
} r< rage the management defendant 
llfull lated and willfuily aided ar 
‘tted in the violation of Section 17/(e) (1) 
nvestment ¢ par Act as wel is Sect 
( of e Securities Act, Section 10(b) 
re ( re Act ind Rule l1O0Ob- there le! | 
Sec € the Advisers Act * CCH 477,93 
t 3\ 
reover in addition t thei labillt inder the 
{ eral € tie la P lé € i P 4 al 2x ng ft } is 
= arge ntra al obligations to M&I are iiable 
r ina ts irer lders for reach of 1a lar : 
at I v fF. Luts . Boas, L171 A 381 (Del ( 
rf ampora Vv Birkland aa FF, 8 - Db. Colic 1963) 
Cs The use of excess commissions to Col pensate dealer S_wh, 


sold Fund shares violated the Fund‘s certificate of 


Defendants' use of recapturable commissions to com- 
pensate dealers who sold Fund shares not only breached M&D's 
express contractual obligation to pay all costs and expenses 


in connection with sales of Fund shares, it also violated 


* The Commission also held that the failure to disclose the 
arrangement in the annual reports of the fund filed with 
the Commission on Form N-1R and in the proxy material 
sent to the fund's shareholders constituted violations 
of the disclosure provisions of the 1933 Act, the 1934 
Act end the 1940 Act. CCH 477,937 at p. 80,089. 
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press provision of th 


ation that requires the Fund to receive not less than “net 


Ph 
ct 
a 


Article Eighth, Section B 5(b) of 


power to authorize the issue of sale 


"“rT)he Board of Directors shall have 
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Jf shares... . £rom time fod. time > = GE 
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less than the asse ’alue, per share, of the 
utstanding shares of the [Fund : : 
XVill) 
That provision of the charte by its terms precludes the Fund 
from receiving less than "ne isset value" in connection 


: with sales of Fund shares. 1s clear beyond any douk 


however, that to the extent that the defendants caused give- 


| ps and reciprocals to be paid as additional compensation tc 
; dealers who sold Fund shares, the net price received by the 
Fund was something less than "net asset value". Accordingly, 
the deliberate use of recapturable commission dollars for 
that purpose represents a violation of the Fund's certificate 
ss of incorporation and is ultra vires, whether or not it also 
constitutes a breach cf fiduciary duty. 


In Moses v. Burgin, supra, the fund's charter con- 
tained a similar provision relating to the sales price of 


Fund shares, which read as follows: 


c 


"In no event shall any shares of Caz’. 1 


Fund's 
charter has at all times provided as follows: 
i 
‘ 
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s directly applicable here. 
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who 


counts and commission which 


price of the shares sold to 


compensation in the form 


the Fund itself. (A-34, 


XXXV and xxxvi; Tr. 202) 
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t of Appeals’ 
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existing 
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alone." 


445 F. 2d 
analysis 
The record sh 
dad not only the 
were built into 
investors, 


new 
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It is axiomatic, 
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be net to 
discounts 


so issued 


1t1ic 


matter o law 


Or 


rewa 
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s than 
olders have 
otherwise 


fund's portfc_1io trans- 


fif anyl, 
notes 


Bi on 


Moses v. Burgin 


ows that dealers 


underwriting dis- 


the offe. 


but also additional 


of give-ups and reciprocals paid by 


A-37, xxxii; A-38, 


therefore, that 


the net amount received by the Fund after allowing for pay- 


ment of this additional compensation was something less than 


ing brokers which reduced the amount received by the Fund 


nd reciprocals" were being 


os qy - J, an = n+ aot 1 mh} 3 mr urh oh 
usea to discharge contractual obligations which 

fcT \ q - hoa 17 y mH -}, man <r y ann | a 
M&D Owed to the Fund under the management and dis- 


tribution agreements; 


(b) the Fund was receiving less than net 
asset value, because recapturable brokerage com- 
missions were being used as added compensation 
to dealers who sold Fund shares; and 


(c) prior to December 5, 1968, "give-ups" 
were paid to brokers who had not participated in 
any way in the execution of portfolio transactions. 


Footnote 2 on page 20 of the Court's opinion (A-71) is in 
error. The documents marked as Exhibits 28-37 are the 

Fund's Notice of Annual Meeting of Shareholders and Proxy 
Statement for each of the years 1965-1974. 


hold, 


to Fund shareholders or 


-he unaffiliated directors were advised 
fully abreast of their power .f they wished 
2 existing policy, and of the SEC views and 
osals on the issues" (A-72); and 


ro nant 


were not spe 
shareholders 
(A-73). 
the reasons set forth below, 
t Court,..erred’ in Eaaling: te 
violated the disclosure provisions of the Securities Act, 
and 1e@ Investment Company Act. 
that the 
to the unaffiliate 
directors is of no relevance in determining whether or not 


they made adequate disclosure of the material facts in docu- 
ments distributed to Fund shareholders. As purchasers of 


Fund securities, Fund shareholders were entitled to full dis- 


closure of every material fact bearing on their investment. 


As voting stockholders, they were entitled to be informed of 


every material fact germane to the election of directors and 
any other matters presented for shareholder approval. In 


each case, we submit, the shareholders were entitled to know 
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While disclosure of the foregoing information would 
have been pertinent in the Fund's prospectuses and annual 
reports because such information would have revealed that 
assets of the Fund were being diverted for the bcn-cfit of the 
Fund's manager and underwriter, disclosure in the prox: mat- 


erials was even more critical. Assuming, as the District 


Court held, that the possibility of recapture had been fully 


disclosed to the Fund directors but they had decided as a 


Etter of business judgment to do nothing, the Fund's share- 
lders in stina to elect directors, were entitled to know 
Lie a oO! = 1 umbent 5 ' yl ic VY « How Ci uld 
these 4 ldex ake n informed judgment on the wisa 
of that policy unless they were fu ly advised that: (a) 
recapture was an available and proper course of action for 
the Fund to pursue (b) recapture would have meant an 
increase of hundreds of thousands of dollars 1 the Fund' 
sset ithout ar impact whatever on tne ecution f 
r ‘ unsactions, and (c) ailure to recapture meant 


that M&D was able to shizt a part of the cost of managing 
the Fund and distributing its shares back to the Fund itself. 
As voting shareholders, it was their prerogative to determine 
whether or not the non-recapture policy, which worked to the 
material detriment of the Fund, should be permitted to con- 
tinue. In short, the mere fact that some, or all, of the 
relevant facts were disclosed to the unaffiliated directors 
is no answer to plaintiff's claim that these facts should 
have been fully disclosed to the shareholders. 

we turn next to the other ground relied upon by 
the District Court in rejecting plaintiff's claim of non- 
disclosure. The Court stated that, during the relevant 


period, the shareholders were “informed of the Fund's 


policy of brokerage allocations and of not utilizing 
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informed judgment. 


des 


and 


facts concerning 
the 
Fund shareholders of the facts needed to make 
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cribed it, 
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upon which the 
iplications of 
own interests 
tained any 
availability of recapture for 
the Fund, the potential benefits to the 
(3) the absence of any need, at least 


1968, to involve Eberstadt or M&D in 


‘ 


portfolio transactions for the Fund in order to effect recap- 


ture or (4) the adverse effect on M&D (and Eberstadt) if 
commissions were recaptured for the Fund's benefit rather 
than allocated in ways that benefited M&D. Without such 


information, a reasonable shareholder would be led to believe 
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urpose of 
emselves and persons other than 
the Fund and its shareholders, 

respondents caused the Fund to 
allocate portions of its brokerage 
to certain persons pursuant to an 
arrangement whereby its principal 
underwriter received a portion of 
the commissions earned by such 


other persons; and 
to disclose to the 
holders and caused 
shares through the 
prospectuses which 


respondents failed 
Fund and its share- 
the sale of Fund 
use of misleading 
failed to disclose 


that resrondents had interests adverse 


in 


arently involved 


eli as to -s shareholders, 
-he Commiss 
he management of a fund 


interests adverse to the Fund and its shareholders in the 


allocation of portfolio brokerage and recapture for the 


benefit of the fund is practicable, disclosure of these 


facts must be made to shareholders in fund prospectuses and 
proxy statements and to the SEC in required filings. 
The failure of defendants to disclose in the Fund's 


statements material facts regarding recapture consti-~ 
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"What is involved here is the exercise of 

r a good faith business judgment. On the facts 
developed before me, I have no basis for find- 
ing that the Board failed to exercise such care 


* The same misrepresentations and omissions are also found 
in the registration statements and prospectuses utilized 
by the Fund in connection with the sales of Fund ares to 
public irvestors - 1iwould, therefore, constitute viola- 
tions of Secs. li, 412 and 17 of the Securities Act of 1933, 
15 U.S.C. Secs. 77k, 771 and /7q and Section 10(b) of the 
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ing at the 


Moreover, to disclose 


material 3 5 the Fund's prospectuses, annual reports and 


proxy 


and 


y statements concerning the fund's portfolio policy 


Securities Exchange Act, 15 U. 783 and Rule 10b-5 
thereunder, 17 C.F.R. Sec. 240. 
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jirectors knew at all times of the possibility of recapturing 


excess commissions but made a conscious choice not to cause the 
Fund to recapture. Even if that choice were not itself unlawful, 
defendants did not thereby relieve themselves of their obligation 
to make full disclosure to the shareholders of every material fact 


relating to recapture, including the fact that the directors’ 
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companies requires that a proxy statement disclose ".. . 
the aggregate amount of the investment adviser’s fee and the 
amount and purpose of any other material payments by the in- 
vestment company to the investment adviser during the last 


fiscal year of the investment company... . 17 C.F.R. 

Sec. 270,20a-2(a) (1). Similarly Items 25 and 33 of Form 
N-8B-1, used in connection with the registration of invest- 
ment company securities, specifically require disclosure of 
all remuneration received by the investment adviser and 
principal underwriter during the last fiscal year, and 

Items 1.18 and 1.36 of Form N-1R, the annual report, filed with 
the SEC, requires similar information. 4 CCH Fed. Sec. L. 

Rep. Para 51,293 and 51,963. 
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and its wholly-owned subsidiary M&D to use recapturable com- 

missions to discharge M&D's contractual obligations to the Fund. 
* At least until December 5, 1968, the Fund could have recaptured 

these commissions through the "give-up" mechanism, a procedure 

that did not require any participation whatever by Eberstadt 

or M&D in the execution of Fund portfolio transactions. It 

is conceded that if these "give-ups" had been channeled to 
Eberstadt, rather than to non-executing brokers who performed 

services for M&D, they could have been applied in reduction 

of the advisory fee otherwise payable by the Fund to M&D. 
rs Instead, they were applied for the benefit of Eberstadt and M&D.* 
After December 5, 1968, and at least until July i5, 1973, M&D 
with the knowledge and approval of the Fund's board, continued 
to use recapturable commissions to discharge its obligations to 
the Fund under the management and distribution agreements. 
Aithough the abolition of "give-ups" meant that something more 
than mere bookkeeping entries was needed to effect recapture, a 
variety of recapture techniques were still available to the 


Fund and could have bee... used for the Fund's benefit (pp. 30 - 


31, supra). Any thought of using these techniques was rejeted, 


a cd 


re 


* Eberstadt was no stranger to the "give-up" practice. Durinc 
this same period Eberstadt, as a member of the NYSE, waz 
receiving "give-ups" in substantial amounts from other 
brokers which resulted from portfolio transactions executed 
by these brokers for other institutional customers of 
Eberst..it (Tr. 110 - 111). 
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ostensibly to protect the Fund's "image." 

Under the facts of this case, we do not see how a 
knowing application of Fund assets for the benefit of the 
fund tanager and underwriter can be justified or excused by 
resort to the “business judgment" rule. The Fund's prospectuses 
and proxy statements repeatedly represented to shareholders 
that M&D was acting as the Fund's investment adviser and principal 
underwriter pursuant to the terms of the Management and 
Distribution Agreements. Under those agreements, however, M&D 
was to receive certain specified coripensation (viz., the manage- 
ment fee and the underwriting commission on sales of new Fund 
shares) in return for which it agreed to pay all costs and 
expenses in connection with the performance of the management 
and distribution functions. Based on the representations in 
the Fund's prospectuses and proxy statements, the shareholders 
of the Fund nad every reason to believe that no portion of 
these costs and expenses would be paid by the Fund. Notwith- 
standing those representations, recapturable commissions, which 
represented substantial assets of the Fund, were being used to 
pay the = obligations, and such payments, we submit, constituted 
a fraud on the Fund and an unlawful waste and diversion of 
corporate assets that were not capable of ratification by the 


directors or the shareholders. Matter of Cornfeld, supra; 


Matter of Provident Management Corp., supra; Continental 
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Securities Co. v. Belmont, 206 N.Y. 7, 99 N.E. 138; Pollitz 
v. Wabash RR Co., 207 N.Y. 113, 100 N.E. 721. 

Moreover, we do not believe that reliance on the 
advice of counsel has any significance in this case, even 
with respect to plaintiff's self-dealing claim. The District 
Court cited this Court's decision in Spirt v. Bechtel, 232 
F. 2d 241, 247 (1956), in support of the proposition that 
reliance on counsel is alone sufficient to relieve the directors 
of liability. Apart from the fact that we think that case wrongly 
decided so far as that issue was concerned (see dissenting 
Opinion of Judge Frank, 232 F. 2d at 256), the factual circum- 
stances that led the Court to conclude that advice of counsel 


- 


was a defense are significantly different from those presented 


here. There the Court noted: 


- - »« AS the opinion below points out, 

the right of the corporation to a tax 

deduction on account of the stock options 

was far from clear under prior decisions of 

the Board of Tax Appeals and the ruling of 

the Acting Commissioner." 232 F. 2d at 246. 
The Court went on to note (232 F. 2d at 247)that, so 
far as the defendants who benefited were concerned, "there 
did not appear to be any conflict between [their] own interest 
and the corporation's interest", because counsel had previously 
advised that it would be illegal for tt rporation to claim 
a tax deduction. 


The facts in the present case are diametrically 


the opposite. No one claims here that any of the defendants 
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ever received any advice of counsel that recapture was un- 
lawful or that the Fund was not lawfully entitled to re- 
capture if it chose to do so. First, it has been stipulated 
by the parties that recapture on the various stock exchanges 
has at all times been perfectly proper (see pp. 28-30, supra), 
and it is not disputed that until "“give-ups" were abolished 
on December 5, 1968, and the use of "“reciprocals' was limited 
on July 15, 1973, those techniques were at all times available 
for recapture purposes. Second, the only legal advice the 
director defendants ever sought was whether the Fund could 
refuse to recapture, (i.e., whether the Fund could knowingly 
reject the recovery of excess commissions), not whether the 
Fund had any right to recapture. The concern repeatedly 
expressed by defendants, particularly in light of the PPI 
Report and SEC Release No. 8239 (Exh. 89) setting forth 
proposed Rule 10b-10, was that they might be compelled 
to recapture for the Fund's benefit. The release read, in 
part, as follows: 

"The reasoning on which the proposed rule 

is based is that if, as pointed out above, 

a mutual fund manager has various means 

at his iisposal to recapture for the 

benefit of the fund a portion of the com- 

missions paid by the fund, he is under a 

fiduciary duty to do so ." 
In response to that release defendants obtained the written 
opinior of their counsel, Sullivan & Cromwell,* on which 


*¥—Snliivan & Cromwell appears to have been counsel during the 
relevant period for Eberstadt and M&D as well as for the 


Fund. See Exh. 100. It has not been suggested that that fim 
was retained as "independent ccunsel" by the unaffiliated direc- 
tors, the supposed statutory watchdogs for the shareholders, tc 


recommend a course of action to protect their interests. 
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they purport to rely (Exh. 75). 


advice rendered in Spirt v. Bechtel, does not state 


Fund was not lawfully entitled 


it acknowledges the position of 
No. 


Release 8239 but goes on to 


the Board of Directors has considered all the relevant 


” 
. . . , 


That opinion, 


to recapture. On the 
the SEC as set 


say that fa 


unlike the 
that the 
contrary, 
forth in 

" 


assuming 


facts 


"n 


the existing portfolio policy can be cont. iwed.* 


- Accordingly, that opinion does not provide any proper Lasis 
upon which the defendant directors could 


rely in permitting 


Eberstadt and M&D to apply for their own benefit assets 


belonging to the Fund. 


Conclusion 


For the reasons stated, we 


Lecaztd I. Schreiber 
msel 


* The opinion itself is remarkable in 
it makes no mention whatever of the 
a fund manager has a fiduciary duty 
the means to do soa. 


says, in effect, 
want to.” 


"you don't have to 
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respectf 


New York, 


fully submit 


that the judgment entered in t District Court should be 
reversed and that this action should be remanded to that 
Court for a trial on the issue of damages. 
Dated: New York, N.Y. 
November 17, 1975 Respectfuliv submitted 
ABRAILAM J. BRILL 
Attorney for Plaintiff 
10 East 40 Street 


several respects. First 
SEC's statement vhat 
to recapture if he has 
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Second, the opinion does not contain 
any evaluation of either the facts or the law. 


It merely 
recapture if you dont 
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